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Higher Education Tax Credits: Targeting, Value, and 
Interaction with Other Federal Student Aid 

Summary 

The Taxpayer Relief Act of 1997 (P.L. 105-34) authorized two new tax credits 
for family postsecondary education expenses. The Hope Scholarship Credit 
provides up to $1,500 in annual tax relief to defray the cost of the first 2 years of 
undergraduate studies. The Lifetime Learning Credit provides up to $1,000 in tax 
relief to defray the cost of any year of postsecondary study. The Hope and Lifetime 
Learning Credits were enacted to help preserve and enhance access to postsecondary 
education for students from middle-income families. 

There are no national data that provide the comprehensive information needed 
to thoroughly analyze the distribution of the education tax credits and their 
interaction with traditional student aid awarded under the Higher Education Act 
(HEA). This report examines these issues by using two different modeling 
approaches to estimate the benefits potentially offered by the credits to young adults 
who are currently out-of-school, and the eligibility of currently enrolled aided 
students for the tax benefits and how much they might receive. Modeling is also 
used to estimate changes in the targeting of federal “obligation-free” aid (grants and 
tax credits), and the distributional effects of changes to the credits. 

The results from this analysis are legislatively relevant because the 107 th 
Congress is considering proposals to change the size and targeting of the education 
credits. Further, the interaction of the credits and HEA student aid will likely be of 
legislative interest during the 108 th Congress when the HEA is up for reauthorization. 

Briefly, the major findings from this analysis are as follows. 

The Hope Credit provides a substantial benefit to recipients and spreads these 
benefits relatively broadly. By design, these credits target the bulk of their benefits 
to middle- and upper middle-income students. But, these benefits also reach down 
the income scale and provide assistance to some low-income students, overlapping 
with the major source of federal grant aid — Pell Grants. 

The Lifetime Learning Credit, in contrast, provides relatively little benefit. 
Students attending higher priced institutions are much more likely to maximize the 
amount of Lifetime Learning Credit they receive. 

The Hope and Lifetime Learning Credits have tended to shift the focus of 
federal postsecondary obligation-free aid. Such aid is no longer principally need- 
based aid targeted to the lowest income students, but is now available to the broad 
expanse of middle- and upper middle-income students. 

There is current congressional interest in modifying the distribution of the tax 
credit benefits. The current patterns of distribution are a function of often complex 
interaction among the credits’ award rules. For instance, to extend tax credit benefits 
to low-income students at lower priced institutions concurrent changes to several of 
the award rules may be required. 
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Higher Education Tax Credits: Targeting, 
Value, and Interaction with Other Federal 

Student Aid 



Introduction 

The Taxpayer Relief Act of 1997 (P.L. 105-34) authorized two new tax credits 
for family postsecondary education expenses. The Hope Scholarship Credit 
provides up to $1,500 in annual tax relief to defray the cost of the first 2 years of 
undergraduate studies. The Lifetime Learning Credit provides up to $1,000 in tax 
relief to defray the cost of any year of postsecondary study. 1 The Hope and Lifetime 
Learning Credits were enacted to help preserve and enhance access to postsecondary 
education for students from middle-income families. 

Since being introduced, the tax credits have rapidly become major sources of 
assistance for postsecondary students nationwide. They have also added considerable 
complexity to the student aid picture largely because it has been difficult to assemble 
precise information about the population of students receiving each credit, and about 
how the credits interact with other forms of aid. 

There are no national data that provide the comprehensive information needed 
to address the issues of the distribution of the education tax credits and their 
interaction with other forms of aid. The tax credits operate outside of the systems 
used for packaging and awarding student financial aid. Consequently, information 
on the receipt of tax credits is not available in the large-scale national surveys on aid 
received by students — which are reliant on institutional reporting of aid packages 
“awarded” to students. Additionally, available data from the Internal Revenue 
Service (IRS) have serious limitations and are not well suited for use in examining 
the tax credit benefits received in particular academic years, or for making 
comparisons between those benefits and other financial aid. 

Adding to this challenge, tax credit values cannot be easily inferred. The actual 
value of the credits is often less than the maximum possible value, due in large part 
to a series of offsets and limitations built into the design of the credits. 2 



'For a detailed discussion of the features of the Hope Credit and Lifetime Learning Credit, 
see CRS Report RL3 1 129, Higher Education Tax Credits and Deduction: An Overview of 
the Benefits and Their Relationship to Traditional Student Aid, by Adam Stoll and James 
Stedman. 

2 These offsets and limitations are considered in detail below. 
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Despite the growing importance of tax credits, higher education analysts and 
policymakers have had a difficult time assessing the value of the credits for varied 
groups of recipients, and pinpointing how the credits interact with other forms of aid. 
These are important issues to resolve because there currently are a number of 
proposals under consideration in the 107 th Congress that would affect the size and 
targeting of the Hope and Lifetime Learning Credits. Additionally, the interaction 
between tax credits and other forms of federal student aid will likely be of particular 
legislative interest during the 108 th Congress when the Higher Education Act will 
next be up for reauthorization. 

In an effort to add clarity to this situation, this report presents newly generated 
estimates of the value of the credits available to varied eligible recipients. In the 
absence of actual data, modeling approaches that simulate tax credit values offer 
perhaps the most promising way to examine the targeting of the education tax credits. 
Two different modeling approaches are applied in the analysis presented in this 
report. These models, described later, are used to provide the following: 

• the estimated benefits potentially offered by the credits to young adults who 
are currently out of school; 

• estimated eligibility of currently enrolled aided students for the tax benefits; 

• estimates of changes in the targeting of federal obligation-free aid (discussed 
later in this report); and 

• estimates of the effects of possible changes in the award rules of the credits 
on expanding the distribution of the benefits to lower income students, 
thereby, potentially increasing their impact on access. 

The Hope and Lifetime Learning Credits are premised on the assumption that 
tax benefits reaching a maximum of between $ 1 ,000 and $ 1 ,500 will enhance access 
to postsecondary education. This analysis delineates how these benefits might be 
distributed to current and potential student populations for whom access is likely to 
be an important issue. Nevertheless, it is beyond the scope of the present report to 
determine whether tax benefits of these amounts will, in fact, expand access to 
postsecondary education for these populations. 

Analytic Approaches to Examining the Value of Tax Credits 

The Hope and Lifetime Learning Credits were intended to enhance or help 
preserve college access. 3 In keeping with the aims of the credits, this examination 
will focus on the level of assistance they can provide to populations for whom access 
may be an issue. 

Populations Being Analyzed. The first group is the broad population of 
college-age individuals who, although they have graduated from high school, are not 



3 The Clinton Administration first proposed the Hope Credits in 1997 in order to “provide 
tax relief to middle-income families struggling to pay for college” and to “help make 14 
years of education the standard for all Americans.” (Letter dated March 20, 1997 to Speaker 
of the House Newt Gingrich from Secretary of Education Richard W. Riley and Secretary 
of the Treasury Robert Rubin.) 
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currently participating in postsecondary education. It is considered to be comprised 
of “potential postsecondary education students.” The second group is the population 
of postsecondary students who are currently receiving federal financial assistance to 
help support their studies. This group includes the preponderance of higher 
education students receiving need-based aid. Students enrolled in postsecondary 
education, but not receiving financial aid, are not being studied since access is not 
dependent on federal financial aid for this population. 

Analytical Approach — Case Simulation Modeling . 4 The initial 
analysis focuses on the broad population of potential postsecondary students who are 
not currently enrolled in postsecondary education, and uses a case simulation model. 
Case simulations are used to explore how the following factors affect the tax credit 
levels: income, offsets, family composition, cost of education, and type of institution 
attended. This examination explores what the tax credits might really be worth to 
different kinds of prospective students. 

We explore these issues by first analyzing Current Population Survey (CPS) 
data from the Bureau of the Census to construct a set of cases that typify 
characteristics of the current potential postsecondary student population. These cases 
were then run through the model to determine the level of tax credit assistance likely 
to flow to them. A sufficient number of cases were run to map thresholds, cut-off 
points, gaps in coverage, and to thoroughly explore issues related to offsets. 

Analytical Approach — Survey Data Modeling . 5 The second approach 
focuses on aided enrolled postsecondary students. This analysis utili z es the National 
Postsecondary Student Aid Study (NPSAS) data on students’ tax liability, income, 
attendance status, enrollment status, grant aid, and tuition and fee levels to construct 
estimated tax credit values for students receiving financial aid. NPSAS provides 
comprehensive nationally representative data on the financial aid packages received 
by students. Under this approach, once estimated tax credit values are computed for 
students, it is possible to examine the level of tax credit benefits potentially available 
to students possessing different characteristics, and how the tax credits complement 
other sources of aid in helping students meet tuition costs. 



4 For additional information, see the technical appendix to this report. 

5 Ibid. 
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What Benefits Do the Credits Offer Prospective 

Students? 

This section of the report considers the estimated distribution for 2001-2002 of 
the tax credit benefits, as well as Pell Grant aid, to out-of-school young adults who 
have at least graduated from high school but who have not attained a bachelor’s 
degree (BA). 6 This is a population which, if it enrolled in postsecondary education, 
could be eligible for the tax credits and Pell Grants. The Pell Grant program is the 
largest federal grant program for postsecondary undergraduates, providing some $9.9 
billion in grant aid for the 200 1 -2002 academic year and $ 10.7 billion for 2002-2003 . 
As is delineated below, Pell Grant aid has a critical impact on the distribution of the 
education tax credits. 

As noted earlier, this portion of the report utilizes a case simulation model 
which shows how the distribution of tax credit benefits and Pell Grant assistance 
changes as adjusted gross income (AGI) changes. The results generated by this case 
simulation model are linked to the young out-of-school population through an 
analysis of data gathered by the Bureau of the Census’ CPS for March 2000. 7 
Analysis of CPS data identified primary groups within the pool of young out-of- 
school prospective students. The distribution of aid to two of the primary groups of 
prospective students is considered throughout the remainder of this section: 

• young out-of-school married individuals who are at least high school 
graduates but who have not earned a BA, and who are independent for need 
analysis purposes 8 and federal income tax purposes; and 

• young single (no spouse or other dependent) out-of-school independents with 
the same educational attainment as the first group. 9 



6 These individuals may have never attended postsecondary education or may have some 
postsecondary enrollment without attaining a degree higher than an associate’s degree. 

7 The March CPS is a survey of approximately 50,000 households, collecting detailed data 
on labor force participation and income. Information on current educational activity is 
collected for individuals aged 16 to 24. The March 2000 survey was used to estimate the 
characteristics of the portion of this young population who were high school graduates, not 
currently enrolled in college, and had not earned a BA (if they had enrolled in college 
previously). 

8 For federal student aid, an individual is considered independent of his or her parents (i.e., 
parental income and assets are not considered in determining the assistance), if the 
individual is at least 24 years old by December 3 1 of the award year, is an orphan or ward 
of the state (or was until age 18), is a veteran of the armed forces, is a graduate or 
professional student, is married, has dependents others than a spouse, or is deemed 
independent by a financial aid officer for “other unusual circumstances.” To distinguish the 
financial aid dependents from independents in the CPS young out-of-school population, all 
of these factors were applied, except whether the individual was or had been an orphan or 
ward of the state, and whether a financial aid officer might make a determination that the 
individual was financially independent. 

According to CPS data, an estimated 2.0 million individuals are in the first group (young 
out-of-school married independents); 65% of these individuals are high school graduates 

(continued...) 




